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Clients' Written
Representations Regarding
Inventories, Liabilities,
and Other Matters

INTRODUCTORY NOTE
was directed to the committee on auditing procedure
last fall relating to the form and content of written representations obtained by practising accountants from their clients with regard
to inventories, liabilities, and other matters, and a subcommittee was
appointed to look into the matter. The subcommittee has made extensive inquiries and research into the subject in recent months and
has submitted a report thereon to the committee. This report contains
considerable information which the committee believes will be useful
as research material to practising accountants, and the committee has
accordingly authorized that it be published for the information of
members. The report is reproduced hereunder.
A N INQUIRY

REPORT OF SUBCOMMITTEE ON CLIENTS' WRITTEN
REPRESENTATIONS TO AUDITORS
Fifty-two representative accounting firms, large and small, partners
of which are members of the Institute, have cooperated with the committee in its effort to make a survey of practice in respect to requiring
written representations from clients covering inventories, liabilities
in general, and contingent liabilities. Many of the moderate-sized
and smaller firms which require written inventory and liability representations do not have special forms, and these representations are
not required in every engagement. There is great variation in what
these representations cover and there are several points which are
included in the inventory representation by some firms and in the
liability representation by others. Obviously, there is little similarity in
language in the forms used, but the purpose and the desired effect
seem to be fairly uniform.
The practice of requiring a comprehensive written representation
covering practically all items on the balance-sheet is limited to
some of the larger firms, but the firms which use this type of representation are of sufficient importance that it is the opinion of the
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subcommittee that a description of such representations should be
given.
Whether or not a written representation is required from the client,
the information would necessarily have to be obtained where pertinent, and oral representations be made by the client. Reducing these
to writing has the advantage of confirming the statements made and
of avoiding any misunderstanding regarding them. Moreover, they
have the effect of reminding the client or the management of the
client company that the primary responsibility for the correctness of
the statements rests with the client rather than the auditor and of insuring that the client realizes this primary responsibility and gives
some thought to the general position on inventories and liabilities beyond that covered by routine procedures and duties. There seems to be
little or no feeling that the representations of the client regarding inventories or liabilities reduce the examination the auditor should
make or relieve him of his responsibility. The purpose is rather to insure the active cooperation of the client.
The case with information regarding liabilities obtained from the
client's legal counsel is somewhat different. If the client's legal counsel
states that he knows of no contingent liabilities in respect to litigation,
the auditor would seem to be entitled to rely on such a statement.
The letters received from the fifty-two firms which submitted statements of their procedure generally ask that the results of the inquiry
be summarized and made available to the members of the Institute.
The preparation of standard forms was recommended by some members, while by others the use of standard forms was considered undesirable. The preparation of anything in the nature of adequate standard forms for general use seemed to be a practical impossibility and,
after considering it, the committee on auditing procedure concluded
that even if practicable it would be undesirable because consideration
is required to be given to the circumstances of the individual case.
The committee felt, however, that a summary of practice would be
useful and desirable.
The question of presentation was also discussed by the committee
and it was agreed that the results of the inquiry made by the subcommittee could be most usefully presented in a skeleton form, which
would cover the practice of the majority of those firms responding
to the subcommittee's inquiry, accompanied by notes and explanations of the nature and purpose of the information requested. Such
data is given herewith. From this it is believed that any member can
either check his present practice with what appears, from the result of
this inquiry, to be the combined or aggregate current practice or re-
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vise his present forms or devise new ones from the information given to
include such matters as he deems necessary. The complete tabulation
is undoubtedly more extensive than the majority of members will need.
Certain points were covered sometimes in the inventory form and
sometimes in the liability form and these are indicated. Generally,
there seems to be no reason to prefer the inclusion of a particular item
in one form or another.
Presented herewith are:
Skeleton form of representation covering inventories and notes thereon
Description of representation covering liabilities
Description of comprehensive representation
WILLIAM E Y R E
M A U R I C E E . PELOUBET

Subcommittee of Committee on Auditing Procedure
W R I T T E N REPRESENTATION COVERING INVENTORIES

Blank Company,
Certified Public Accountants,
Blank Street, City
Dear Sirs:
In connection with your examination of the accounts of (blank
company) and more particularly in connection with your examination
of the (blank company or department) as at (blank date), we hereby
make the following statements and representations concerning inventories of (blank company):
A.

B.

G.

QUANTITIES AND

AMOUNTS

T I T L E AND O W N E R S H I P

PRICES AND CALCULATIONS

D.

E.

COMMITMENTS

CONDITION
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The foregoing constitutes a fair statement of quantities and valuations of the respective inventories as at (date as of which audit is
made) to the best of the knowledge and belief of the undersigned.
(Signature)
(Date signed)
N O T E S ON W R I T T E N INVENTORY REPRESENTATION

General
The representation may be prepared either for one or several classifications of material, as raw materials, goods in process, finished goods,
supplies, and may be subdivided if convenient, and if the amount is sufficiently important, into separate representations for the inventories in
particular departments or plants. It is preferable for the representation
to specify the particular location of the inventory by plant or warehouse.
The officials and employees who sign the representation are usually
asked to state that the inventory was taken under their direction. In
the case of junior executives, this would mean under their direct supervision. In the case of executive officials it would mean under their
general instructions.
The items listed for attention and consideration under the various
headings shown in the skeleton form for inventory representation are
all reported to have been used by some of the fifty-two firms who have
cooperated with the subcommittee in making this inquiry. There are
some items common to the representations of practically all firms reporting while others are included in the representations of a much
smaller number of firms depending, presumably, in many cases on the
nature of the practice or the particular trades or industries in which a
majority of a firm's clients may operate. The list of items to be considered under each heading may, therefore, be regarded as a maximum rather than a minimum and it is quite likely that there will be
few cases in which every item will be applicable.
A. Quantities and Amounts
The items falling under this heading are:
1. A classification of the inventory as between, say, raw materials,
goods in process, finished goods, supplies, etc.;
2. A statement that the inventories covered by the representation
were taken under the direction of those signing the representation;
3. A statement that the inventories were taken in accordance with

28

Clients' Written Representations

4.
5.

6.
7.
8.

inventory instructions, copies of which had been delivered to the
auditors;
A statement that the quantities were correct and were determined
by actual count, weight or measurement under the supervision of
an official of the company on a specific date;
A statement that the books have been adjusted to the physical inventory, that all adjustments between book values and physical
inventories have been made, that any adjustments necessary because inventories were taken at a date different from the close of
the fiscal year have been made and that the books have been closed
on the bases of such physical inventories;
If a physical inventory was not taken, a statement that an adequate
perpetual-inventory system is maintained and the foregoing quantities and amounts are in agreement therewith;
Where perpetual inventories are relied on, a statement as to the
frequency and coverage of physical tests;
Where there are methods of inventory-taking in use which are generally considered to be physical but which are, to a certain extent,
calculated or based on records (as, for instance, where the determination of the content of tanks of chemicals, fuel oil, or similar
material has been made by physical or chemical tests or the calculation of a pile of coal, stone or similar material by an engineering
calculation) a statement to that effect.

B. Title and Ownership
Under this heading there are included in the various forms of written representations submitted by the cooperating firms statements
that the inventory as shown by the books adjusted as described above:
1. Is the unencumbered property of the company and includes no material held on consignment from others, except:
2. Has not been pledged as collateral, except:
3. Includes no items billed by the company prior to (date as of which
audit is made);
4. Includes no items not paid for or for which the liability has not
been taken into account;
Is subject to no liens or other encumbrances for duties, taxes or
similar items which have not been taken into account with the
specified exceptions.
C. Prices and Calculations
This caption includes statements that:
1. The inventory is priced at the lower of cost or market with a general statement of the basis on which this cost is determined, as
first-in, first-out, average, last-in, first-out, or the like (where any
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2.

3.
4.
5.
6.

method representing an unusual or not generally recognized practice is used, the form sometimes requests this to be described fully);
The basis of pricing and method of computation is the same as used
for the previous period, and unless definite instructions have been
given to use different methods or principles in pricing the inventory, a statement that the inventory basis is the same as that used
for the previous period; the company's own internal check and
the independent audit should disclose variations from the method
prescribed which were made in error, which this item is presumably
not intended to cover;
The method described does not place a value on the inventory in
excess of cost;
The prices used for materials are not in excess of the replacement
cost at the date as of which the audit is made;
The replacement cost of inventory has not materially declined between the date as of which the audit is made and the date on which
the representation is signed;
If the inventory is valued at market, where market is below cost,
the market price is determined by some recognized method which
is to be described.

D. Commitments
Where this item is covered by inventory representations, it is generally provided that statements should be made that:
1. N o sales commitments exist below inventory prices;
2. N o purchase commitments exist at prices in excess of current
market as of the date of the balance-sheet except:
3. N o purchase or sales commitments exist in excess of normal requirements, with specified exceptions.
E. Condition
The forms submitted included statements to the effect that no
slow-moving, obsolete, damaged, depreciated or deteriorated materials or merchandise are included in the inventory at prices in excess of net realizable value.
Signature
The number of signatures and the position and title of those signing
the representations for the client company vary greatly in the different forms of inventory representations submitted. In many cases, a
single signature or general approval of an executive official only is
asked for, while in others, separate signatures of junior executives responsible respectively for quantities, values and prices, and condition
are required in addition. In general, where officials or employees sign

30

Clients' Written Representations
separately for quantities, values and prices, and condition, it is contemplated that they do so as a matter of direct personal knowledge.
The signature for general approval may or may not indicate direct
personal knowledge. This signature may be that of a general executive
who signs merely on the basis that he has given instructions to subordinates on whom he relies and who, he assumes, are carrying out his instructions and their duties correctly. In a smaller concern the signature
for general approval will probably indicate greater specific knowledge
on the part of the official signing than in a larger organization.
W R I T T E N REPRESENTATION COVERING LIABILITIES

Representations obtained from the client cover all known liabilities,
contingent or otherwise. Liabilities which have been reduced to definite claims against the company, or those which are evidenced by
existing contracts or agreements or which will eventually become due
in the future for materials or merchandise received or included in inventory, or for services rendered, or in relation to any other obligation
actually existing as of date as of which the audit is made, will be included in the books of the company; and such liabilities are not considered here except as they are covered by the general statement in
the representation that all known liabilities are provided for. T h e
representation forms also cover liabilities of a prospective or contingent
nature and these are covered in some detail.
A statement is frequently required that no assets other than those of
which the auditor has been advised are pledged as security for any
obligation of the company and if any such pledge is made, forms submitted include provision for a description of the asset and a statement
of its book value.
Where commitments are included in this representation much the
same language is used as in inventory representation.
The representations also include a statement that no contingent
liabilities, except those reported, exist. Some forms include, as a kind
of reminder but without necessarily limiting contingent liabilities as
to those specified, a list of the more usual types of contingent liabilities
encountered. Those listed include contingent liabilities in respect of:
Customers' or other notes discounted, sold, or otherwise transferred
Drafts negotiated
Federal and state income, profits, and other taxes
Accommodation endorsements
Guarantees
Leases (except as reflected on the books)
Bonds or other obligations of other companies
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Contracts or purchase agreements above current market
Profit-sharing arrangements
Pending lawsuits
Repurchase agreements
Any other agreements
Fair-labor-standards act (federal wage-and-hour law)
Accounts, notes, or other evidences of debt assigned to others with a
guaranty of collection or under a repurchase agreement
Open balances on letters of credit
Additional taxes for prior years of which there is present knowledge
based upon formal or informal advice
Any other pending or prospective claims, whether or not in litigation,
such as claims for injuries, damages, defective goods, other than
minor items arising in the ordinary course of business, for patent
infringements, and deficiency judgments on real-estate bonds covering mortgaged property sold.
A comparatively small number of firms include a representation
that no obligations not recorded on the books of the company exist for
extension of plant and equipment or in connection with any other
prospective activity of the company which are significant in amount
or, if such obligations exist, a description of them.
Occasionally legal counsel are requested to state whether they have
any knowledge of any transfers of property made during the period
under examination, although this practice is not general.
Certain features of the liability representation are clearly within the
scope of the knowledge of company officials, while on others the opinion of legal counsel may be required.
There is considerable diversity in the manner in which the forms
call for these representations to be signed but whether they are signed
by a company official, legal counsel, or both, the evident purpose is
to place the responsibility on some person who may be expected to
have actual knowledge of the conditions or transactions which the
representations cover.
COMPREHENSIVE W R I T T E N REPRESENTATIONS COVERING
THE BALANCE-SHEET IN G E N E R A L

A comparatively small number of firms, which handle a substantial
proportion of audit work done by the profession, require comprehensive written representations signed by the treasurer, controller or
other executives.
The subcommittee sees no objection to this practice, but the evidence available indicates that it is in use only to a comparatively
limited extent. However, the following summary is considered to be
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of sufficient interest to be presented for the information of members.
In each case, representations concerning inventories and liabilities
are included in these comprehensive representations, but as these
matters have already been dealt with separately, nothing will be repeated under these headings. The following items are covered in the
practice of one or more of the firms referred to:
Property, Plant and Equipment
1. All charges to fixed-asset accounts represent actual additions.
2. Sales, dismantlements and abandonments have been properly
accounted for.
3. The company has title to property included in plant, machinery
and equipment accounts.
4. The basis on which the property has been carried is properly described in the statements.
5. All property, plant and equipment is being utilized in current
operations or exceptions are noted.
6. The property is maintained in an efficient working condition.
7. N o obsolete machinery or equipment is included in the asset accounts.
8. All property, plant and equipment has been paid for or liability
therefor taken up on the books.
9. There are no liens or encumbrances on properties except as recorded on the books.
10. If properties are appraised the results of the appraisal as compared to the book value is fully and fairly set forth.
Reserve for Depreciation
1. In the opinion of the signer of the representation the annual provision for depreciation and depletion is adequate except as noted.
2. The total reserve for depreciation as compared with the asset is
adequate at the date of the balance-sheet.
3. The basis for providing depreciation is consistent with the previous
year or exceptions are noted.
Accounts Receivable
1. The notes and accounts receivable of the corporations represent
valid claims against customers and other debtors.
2. Indebtedness of officers, stockholders and persons directly or indirectly controlling or controlled by the corporation and persons
under direct or common control with the corporation is correctly
stated in the statements.
3. Accounts receivable in respect of material or merchandise shipped
on approval or on consignment are so described in the accountsreceivable records of the corporation.
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4. Accounts receivable hypothecated or assigned are so described
in the records of the corporation.
5. The accounts receivable as summarized do not include any
charges in respect of material or merchandise shipped subsequently to closing date.
6. The accounts receivable as summarized above are not subject to
deductions for discounts other than cash discounts not in excess of
2 per cent, for allowances in respect of defective material or
merchandise, transportation charges, price adjustments, or for any
other deductions of similar nature except as provided for by the
corporation in its reserve accounts.
7. All notes and accounts receivable as at the closing date that are
known to be uncollectible have been charged off as at that date.
8. In the judgment of the signer of the representation, the amount of
$
provided as a reserve for doubtful notes and accounts
is adequate to provide for any losses that may be sustained in collecting the notes and accounts due from customers and other
debtors as at the closing date.
Minute Books

A letter from the secretary of the company stating that the minutes
furnished to the auditors are true, full and correct.
Special Provisions in Representations

One firm requires a statement that reserves are adequate for the
purposes for which they are set up; that no extraordinary or nonrecurring items of income or expense are included in the profit-and-loss
account except as noted; that the accounting principles and policies
followed during the period are consistent with those followed during
the previous period except as noted; and that officials of the company
know of no additional material facts not shown on the books of account or made known to the auditors in writing.
Another firm requires a statement in regard to income taxes; a
statement that there are no matters of strictly personal or private nature adversely affecting the successful continuation of the operations
of the company known to exist at the balance-sheet date or which have
arisen since; and a statement that, to the best of the knowledge and
belief of the company officers, no shortages or defalcations have occurred which would affect the audit.
A third firm requires a statement that no events have occurred or
matters been discovered since the balance-sheet date which might render the balance-sheet as of that date, or the profit-and-loss or expense
statements, untrue or misleading; that no special matters have oc34
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curred during the period covered by the financial statements except
as noted; and that there have been no shortages or irregularities not
disclosed to the auditors which would have a bearing on the statements. In addition there is a statement of the understanding of the
company officers of the scope of the audit and a statement that there
have been no intentional omissions by the company officers to state
material facts to the auditors.
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